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1. INTRODUCTION 

1 'Today, we take additional steps to provlde rate-of-return carners greater 
flexibility to respond to changing marketplace conditions In the MAG Order and Further 
Nome, the Commission reformed interstate access charges and universal service and sought 
comment on various other issues affecting rate-of-return carners ' In this order, we resolve 
several issues on which the Commission sought comment in the MAG Further Notrce ' 
In particular, we modify the "all-or-nothing" rule to permit rate-of-return carriers to bnng 
recently acquired pnce cap lines back to rate-of-return regulation. In this way, we reduce the 
administrative costs and uncertainties of such acquisitions for rate-of-return carriers. We also 
grant rate-of-return carriers the authority Immediately to provide geographically deaveraged 
transport and special access rates, subject to certain limitations. With this additional pricing 
flexibility, rate-of-return camers will be able to set more economically efficient rates and 
respond to competitive entry Finally, we merge Long Term Support (LTS) with Interstate 

' Multi-Assocution Group (MAG) Plan for  Regularion oflnrersfale Services oJNon-Price Cap Incumbent Local 
Exchange Carriers and lnrerexchange Carriers, CC Docket No 00-256, Federal-Slate Joint Board on Universal 
Service, CC Docket N o  96-45, Access Charge Refornfor lncumbenr Local Exchange Carriers Subject lo Rare-of 
Return Regulation, CC Docket No 98-77, Prescribing the Authorzzed Rate of Returnfor Inferstate Servrces o f loca l  
Exchange Carriers, CC Docket No 98-1 66, Second Report and Order and Further Nohce of Proposed Rulemalung 
i n  CC Docket No 00-256, Fifteenth Report and Order in CC Docket No 96-45, and Report and Order In CC Docket 
Nos 98-77 and 98-166, 16 FCC Rcd 19613 (2001) ( M A C  Order or MAGFurfher Norice, as appropriate) 
[subsequent history omned] We defer to a later order consideration of the outstanding petitions for reconsideration 
of the MAG Order 

' 
name used for each party 

Appendix B hsts the parties filing comments and replies on the MAG Further Notice, as well as the shortened 
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Common Line Support (ICLS). This will make the universal service mechanisms simpler and 
iiiore transparent, while ensuring that rate-of-retum carriers niaintain existing levels of universal 
service support 

2 We also initiate a further notice of proposed rulemaking seeking comment on two 
specific plans that propose establishing optional alternative regulation mechanisms for rate-of- 
return carriers In conjunction with the consideration of those alternative regulation proposals, 
we also seek comment on modifications that would permit a rate-of-return carrier to adopt an 
alternative regulation plan for some study areas, while retaining rate-of-return regulation for 
other of its stud) areas. Consideration of these industry proposals furthers our commitment to 
investisating alternative regulatory methods that could benefit both rate-of-return camers and 
their customers 

11. BACKGROUND 

A. MAGOrder 

3 In implementing the provisions of the Telecommunicatlons Act of 1996 ( 1  996 
.4ct),j the Commission consistently has taken into consideration the differences between pnce 
cap and rate-of-return carriers, as well as the wide diversity among rate-of-return camers. Thus, 
in 1997, when the Commission adopted interstate access charge reforms for price cap camers, it 
recognized the need for more comprehensive review of the issues and circumstances specific to 
rate-of-return carriers 
rcview - While i t  proposed reforms similar to those adopted for pnce cap carriers, the 
Commission recognized that differences between the two groups might warrant a different 
approach in  some matters, including a different transition to more efficient, cost-based rates. 

In 1998. the Commission created a separate docket to undertake such 
5 

4 In October 2000, four incumbent local exchange carrier (LEC) associations 
submitted the Multi-Association Group (MAG) plan, a proposal addressing numerous issues 
facing rate-of-return carriers, including access charge refom and universal service support.' 
After extensive comment,' the Commission released the MAG Order on November 8, 2001, 

' 
amended the Communications Acr of 1934 (Act) 47 U S C $ 5  151 e l x q  

' See A c ~ e s s  Charge Reform, Price Cap PerJormance Review fur  Local Exchange Carriers. Transport Rate 
Strucrure and Prrcrng, End User Common Lme Charges, CC Docket Nos 96-262,94-I, 91-213, 95-72, Fust Report 
and Order, I2 FCC Rcd 15982, 16126-27, paras 330-332 (1997) (Access Charge ReJorm Order) (subsequent hlstoly 
ormned) 
' 
CC Docket No 98-77. Notice o f  Proposed Rulemaking, I3 FCC Rcd 14238, 14240, paras 3 4  (1998) (1998 Notice). 

' 

Telecommunications Act  of 1996, Pub L No 104-104, 1 I O  Stat 56 (1996) (1996 Act) The 1996 Act 

See Access Charge Reform for  lncumbenr Local Exchange Carriers SubJecl to Rate-of-Return Regulatron, 

Petition fur Rulemaking of the LEC Multi-Association Group, RM No 1001 1, riled Oct. 20, 2000. 

In January 2001. the Comrmssion requested comment on whether it should adopt the MAG plan as an integrated 1 

package, as requested by the MAG, or adopt specific aspects of the plan Multi-Association Group (MAG) Planfor 
Regulatron oflnlersrale Services oJNon-Price Cap lncumbenr Local Exchange Carriers and Inrerexchange 
Carriers, CC Docket No 00-256, Federal-Stare Joint Board on Universal Servlce. CC Docket No 96-45, Access 
Charge Reform for  Incumbent Local Exchange Carriers Subleci to Rate-qfiReturn Regularion, CC Docker No 98- 
(continued ) 
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which modified the Commission’s rules to reform the interstate access charge and universal 
senice support system for incumbent local exchange carriers subject to rate-of-return regulation 
Specifically, the MAG Order sought to fosier efficient competition and efficient pricing in the 
market for ~ C C C S S  services by rationalizing the access rate structure and driving per-minute rates 
towards lower, more cost-based levels, while furthering universal service g o a k 8  The 
Commission aligned the interstate access rate structure mnre closely with the manner in which 
costs are incurred. and created a n e w  universal service support mechanism, Interstate Common 
Line Support, to replace the implicit support i n  interstate access charges with explicit support 
that is portable to all eligible telecommunications carriers (ETCS).~ ICLS ensures that rate-of- 
return carriers will recover their common line revenue requirements, tnclud~ng their authonzed 
rate of return, while continuing to provide their customers with quality, affordable sewice.lo 

B. 

5 

Further Notice of Proposed Rulemaking 

111 the Further Notice of Proposed Rulemaking, attached to theMAG Order, the 
Cornmission solicited furthcr comment on the incentive plan proposed by rate-of-return carriers 
and how i t  might be modified to provide incentives for cost efficiency gains by rate-of-return 
carriers that would benefit cnnsumers through lower interstate rates and improved services. 
Thc Commission also requested comment on additional pricing flexibility measures for rate-of- 
return carriers and on the MAG’S proposed changes to the Commission’s “all-or-nothing rule ” 
It also solicited comment on mergins the LTS Mechanism into ICLS 

(Continued from previous page) ~ 

~~ 

77, Prescribing rhe AurhorrzedRare o/Rerui-n/ur lnrrrtrarr Services oJLocal Exchange Carriers, CC Docket No 
98-166, Notice ofProposed Rulemaking, 16 FCC Rcd 460,461, para 3 (2001) (MAG N o r m )  

” See MAG Order, I6 FCC Rcd a t  I961 6. para I 

See id at 19617, para 3 

In In implementing lhese general goals, the Commission took the following specific steps It. ( I )  adopted the 
MAG proposal to increase the Subscriber Line Charge (SLC) caps for rate-of-return carriers to the levels established 
for price cap carriers; (2) modified the C o m s s i o n ’ s  rules to allow SLC deaveraging, (3) set the inefficient Carrier 
Common Line Charge (CCL) for phase-out as of July I ,  2003, when SLC caps are scheduled to reach their 
maximum levels, (4) shifted the non-traffic sensitive costs of local switch line ports to the common lme category, 
and reallocated the remaimng costs contained in the Transport Interconnection Charge (TIC) among all the access 
categories, ( 5 )  declined to prescribe a single, target rate for per-rmnuie charges, (6) created ICLS to convert implicit 
support in the access rate structure to explicit support that 1s available to all ETCs, (7) reJected MAG proposals to 
impose new requirements on interexchange carriers regarding optional calling plans, minimum monthly fees, and 
pass-through of savings from lower access rates, (8) streamlined the rules for the introduction of new swltched 
access services by extending to rate-of-return carriers rules sinular to those govermng price cap carriers, and 
(9) terrmnated the pending proceedmg for prescription of the authonzed rate-of-return, which was set at 
1 I 25 percent m 1990 A detailed background on interstate access charges, universal service and rate-of-return 
regulation is set forth in the MAG Order MAG Order, 16 FCC Rcd at 19622-30, paras 16-32 

Y 
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111. REPORT AND ORDER ON FURTHER NOTICE OF PROPOSED 
RULEMAKING 

A. All-or-Nothing Rule 

1. Background 

Section 61.41 of the Cominission’s rules provides that if a price cap carrier is in a 
merger, acquisition, or similar transaction, it must continue t o  operate under pncc cap regulation 
after the transaction ‘ I  In addition, when rate-of-return and price cap camels merge or acquire 
one another, the rate-of-return carrier must convert to price cap regulation within one year.“ 
Furthermore, if an individual rate-of-return carrier or study area converts to price cap regulation, 
all of its affiliates or study areas must also convert to pnce cap regulation, except for its average 
sclicdule affiliates li Finally, LECs that become subject to price cap regularion are not permitted 
to withdraw from such regulation or participate in NECA tariffs.’‘ These regulatory 
requirements collectively are referred to as the all-or-nothing rule, and were affirmed by the 
United Stales Court of Appeals for the D C Circuit ’’ 

6 .  

7 The all-or-nothing rule addresses two concerns about mergers and acquisitions 
involving price cap companies.’“ First, a LEC could attempt to “game the system’’ by switching 
back and forth between rate-of-return regulation and price cap regulation ’ -  A pnce cap carner 
could increase earnlngs by opting out of price cap regulation, building a larger rate base under 
rate-of-retum regulation in order to raise rates, and then, after returning to price cap regulation, 
cutting costs back to an efficient level The Commission reasoned that I I  would not serve the 
publlc intcrest to allow a camer to “fatten up” under rare-of-return regulalion and “slim down” 
under price cap regulation, because rates would not decrease in the manner intended under price 
cap regulation.lX The second concern motivating the all-or-nothing rule is that a LEC with 
affiliates under both forms of regulation could attempt to shift costs from its pnce cap affiliate to 

” 4 7 C F R  $ b l 4 1 ( c ) ( l )  

” 47 C F R 6 61 41(c)(2) 

47 C F R 99 61 41(b), 69 605 (“[a] telephone company that was panlcipating in average schedule settlements 
on December I .  1982, shall be deemed to be an average schedule company except that any  company that does not 
lorn association rariffs for all access elements shall not be deemed to be an average schedule company ”) 

’‘ 

1. 

47 C F.R Q$ 61 41(d), 61 41(a)(3) 

See Nurional Rural Telecom Assoc v FCC, 988 F 2d 174 (D C.Cir. 1993) 

See Policy and Rules Concerning Rates for Dominant Curriers. CC Docket No 87-313, Order on 

15 

I O  

Reconsjderaiion, 6 FCC Rcd 2637,2106, para. 148 (1991) (LEC Price Cap Reconsideration Order),  see also 
A LLTEL Corporation Petition for Waiver of Section 61 41 of the Commission i Rules and Applicationsfor Transfer 
o/Conwo/, Memorandum Oprmonand Order, 14FCCRcd 14191, 14199, para 18 (1999)(ALLT€L Order) 

Srr LEC Price Cup Reconsideration Order. 6 FCC Rcd at 2706, para 148 

Id 

1 -  

I S  
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its rate-of-return affiliate 'I' 'This would allow the rate-of-return affiliate to charge higher rates 
than otherwise possiblc to recover its higher revenue requirement (because of the increased 
costs), while at the same time, increasing profits of the price cap affiliate as a result of its cost 
savings '" Despite these concerns, however, the Commission has waived the all-or-nothing rule 
where i t  has found that petitioners have established good cause and that waiver will serve the 
public interest 'I 

8 In the MAG Furlher N o l m .  the Commission deferred action on any reforms, 
including those proposed by the MAG, of the all-or-nothing rule, while seeking additional 
comment on the nile and on issues concerning incentive regulation and pricing flexibility We 
sought comment generally on whether our regulatory policy, of preventing affiliated carriers 
from operating under different systems of regulation, is still serving the public interest; on what 
circumstances and conditions that prompted these rules in the past may have changed, and on 
why these rules should be retained, repealed or modified." Specifically, we asked whether 
customers would be better off, and competition better served, with or without the rules We 
sought comment on the extent to which an increasingly competitive environment should affect 
any  decision to retain or eliminate the rules '' We also sought comment on whether the all-or- 
nothtng restrictions currently are necessary to prevent cost shifting and gaming z6 Specifically, 
we asked whether the protection the nile provides against cost shifting and gaming is outweighed 
by regulatory efficiency gains that could result from eliminating the all-or-nothing 
requirements '' We sought comment on the extent to which alternative accounting and reporting 

,(' Id 

Thc Commission has granted waivers 111 cases where rate-of-return carriers have acquired price cap exchanges 
and a price cap company, thus permitting them IO continue operating under rate-of-return regulatlon ralher than 
requiring them to convert to price caps I n  these instances, the Commission concluded that concerns about cost 
shifting and gaming were not a t  issue See, e g . ATEAC, Inc ,  Alaska Tel Co , Arclrc Slope Tel Assoc Coop,  Inc , 
Inreriui- Tel Co Inc , Mukluk Tel Co , lnc , and Unrred-KUK, Inc Fefrtron.\/ur Warver ofSectrons 61 4/(c) and fd) 
ofrhe Cummurion's Rules, CCBKPD No 00-03, Memorandum Opinion and Order, 15 FCC Rcd 2351 I ,  23518 
para 14 (2000), Minhurn Telecom , Inc Perirzonfoi- Warver ofSeclions 61 41(c) and (d) ofthe Commission's Rules, 
CCBKPD No 9Y-16, Memorandum Opinion and Order, 14 FCC Rcd 14184, 14188. para 8 (1999), ALLTEL Corp 
Petirionfor Waiver of Section 61 41 of !he Commisrron 's Rules and Applicalionsfor Transfer of Conlrol, CCBICPD 
99-1, Memorandumandorder, 14 FCCRcd 14191, 14201-02 para. 27-28 (1999) (ALLTEL Order) (finding of 
special circumstances based on service to diverse areas in 22 states wlth varied market conditions, thus making the 
application of a single productivity factor under price cap regulation unsuilable for ALLTEL's entue operation) 

'' See MAG Further Notice, 16 FCC Rcd at I9720 para 265 

'' Id a t  19720para 266 

'' Id a t  19720-21 para 267 

I 6  Id at lY722-24 para 270 

?' Id 
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iiiles could substantially reduce cost shifting concerns ’‘ We further asked whether i t  would be 
reasonable to impose more stringcnt reporting requirements on carners that seek waivers of the 
all-or-nothing requirements ’’ 

9. Supporting the elimination of the all-or-nothing rule, rate-of-return LECs argue 
that the rule discourages LEC competition, innovation and expansion by complicating 
transactions between carriers 
against the abuses envisioned by the rule,” and allege that there is no evidence of cost-shifting 
abuses in the rccord ’’ Commenters also argue that the rule is routinely waived.” NTCA and 
ICORE spccifically advocate elimination of the rule for all rate-of-return carners that seek to 
keep all of their study areas under rate-of-return regulation ” On the other hand, major IXCs, the 
CUSC and the General Services Administration (GSA) support retention of the all-or-nothing 
nile. arguing that the same incentives for LECs to shifi costs exist today as when the rule was 
adopted” and that existing safeguards are insufficient to detect cost shifting,I6 especially since 
accounting requirements are increasingly relaxed ’’ 

They also argue that sufficient safeguards are in place to protect 

ITTA Comments a t  2-3, ICORE Comments at 14-15 

Thr commmters argue that the following safeguards are sufficirnl to eliminate the all-or-nothing d e  ror$( 

l l i  

i l  

p f o c e s m  (ITTA Commenis at 5, Verizon Comnients a i  5, PRIC Comments at 1 1 ,  ALLTEL Comments at 31-32), 
occounrrng and cocl irllocatron rule3 (Verizon Comments a1 5 ,  PRTC Comments at IO.  NRTA Comments at 11-12, 
ALLTEL Comnients at 31, ICORE Comments at 15, Valor Reply Comments at S), affilrole lrflnsaclion rules 
(PRTC Comments a t  I O .  NRTA Comments dl 11-12, ALLTEL Comments at 30-31) , jur i~dir tronal  Aeparalions 
rules (Vertron Comments at 5, PKTC Comments at 10. ALLTEL Comments at 30-31), reporting requirements 
(Verizon Comments a1 5. PRTC Comments ai 10-1 I ,  NRTA Comments ai  11-12), non~lr~iclu,vrlmerhanums 
mcludrng cwmplurnlprwcesses (NRTA Comments a t  11-12, Valor Reply Comments ai 5 )  and state regulators 
(NRTA Cormnents a t  11-12 ,  ALLTEL Comments at 31-32) 

’2 

have not rmshehaved Valor Reply Comments at 4 

’’ 
themselves of small exchanger, wa~ver requests wtll increase even more ALLTEL Comments at 28-29 

NRTA Comments at IO-!  I ,  Valor Reply Comments ai 4 Valor contends that carrlers rece~vlng a waiver so far 

PRTC Comments at I O ,  NRTA Comments at 9-10 ALLTEL adds that, as price cap LECs seek to divest 

NTCA Comments at 7-8, ICORE Comments at 13-1 5 

AT&T Comments ar 16 

Id at 17, GSA Comments at 8. AT&T argues that because separations and tariff subrmssions are not based on 

14 

3 5  

16 

Independent audtts, bur rather on LEC reporting. they are an insufficient guard against abuses AT&T Reply 
Comments at 14 AT&T further argues that detection of cost-shifhng abuses through exammatlon of LEC tanff 
filings is necessarily delayed because LECs make those filings only on a biannual basls AT&T Reply Comments 
at 14 

WorldCom Comments a t  4 17 
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2. Discussion 

We modify the all-or-nothing rule to permit a limited exception, as proposed by 10 
NTCA and IC'ORE, '* when a rate-of-return carrier acquires lines from a pnce cap camer and 
elecls lo bring the acquired lines into rate-of-return regulation." The rule, as amended, will 
permit the acquinng carrier to convert the pnce cap lines back to rate-of-return regulation. 
We defer further actioii on the all-or-nothing rule tlntil wc have reviewed the record complled 
in response to the further notice that we also issue today "' 

11 The current record of this proceeding is insufficient for us to decide today on 
whether or how to adopt additional refoms of the all-or-nothing rule. The parties supporting the 
rule typically assert, without specific examples, that relaxaiioii ofthe rule will result in cost- 
shifting, which other safeguards will be unable to detect " On the other hand, rate-of-return 
carriers assert that the rule raises transaction costs, and they arguc that the rule is unnecessary 
because other, existing safeguards are capable of detecting the cost-shifting at which the rule is 
aimed." I n  light of the relatively uninformative record on these issues, we largely defer action 
on the all-or-nothing rule until we have reviewed the additional comments on this issue that we 
solicit today in our further notice To provide imniediatc relicf IO rate-of-return camers, 
however, we think it  appropriate at this time to create a limited exception to the all-or-nothing 
rule 

12 As we note above, the Commission adopled the all-or-nothing rule in order to 
aboid two specific problems that it envisioned First, the Comniission sought to prevent a carrier 
from shifting costs from Its pnce cap affiliate to its rate-of-return affiliate, recovering those costs 
through the higher, cost-based rates of the non-pnce cap affiliate and increasing the profits of the 
price cap affiliate because of its reduced costs Second, the Commission intended to prevent 
camers from gaming the system by switching back and forth between the two different 
regulatory regimes At a minimum, the record currently supports reform of our all-or-nothing 

NTCA Comments at 7-8, lCORE Comments at  13-15 

In the alrernarive, and until such time as the all-or-nothing rule may be furlher revised, carriers can continue to 

il: 

1v 

petirion for waiver of the all-or-nothing rule so that they may operate affiliates under both ra te -of - rem and price 
cap regulation 

Additionally. all outstandmg interim waivers of the all-or-nothing rule that depend on our decision m ths  111 

proceeding shall continue i n  effect until we issue a final order on this issue See. e g , Valor Telecommunications, 
LLC Petitionfor Waiver ofSection 61 41 ofthe Commission's Rules, Memorandum Opinion and Order, 17 FCC 
Rcd 25544 (2002), ALLTEL Corporation Peritionfor Waiver ofSecrion 61 41, ALLTEL Corporalion Petition to 
Extend Interim Waiver oJSection 61 41 ojthe Commission's Rules, CenIutyTel. Inc. and CenturyTel ofAlabama. 
LLC Peritionfor Waiver ofSecrions 61 41@) and (c) of the Commission's Rules, CenturyTel, Inc and CenturyTel of 
Mmouri, LLCPetrtion for Waiver ofSecrions 61 41@) and (c) ofthe Commission s Rules, Puerto Rico Telephone 
Company Petition f i r  Waiver ofSection 61 4 1  of the Commission i Rules or, in the Alternative, Requestfor Waiver 
o/Section 54  303(0) ofthe Commission s Rules, Memorandum Opmion and Order, 17 FCC Rcd 27694 (2002) 
4 ,  See supra note 35 and accompanying lex1 

See supm noies 30-31 and accompanying text I ?  
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rulc when a rate-of-return carrier acquires price cap lines but intends to operate all of its lines, 
including the iiewly acquircd price cap lines, under rate-of-return regulation. 

I 3  When a rate-of-return carrier seeks to return acquired price cap lines to rate-of- 
return regdaiion, the problenis that the all-or-nothing tule sought to prevent do not exist, or can 
he addressed in a less burdensome way Because the camer wishes to have all of its lines be 
subject to ratc-of-return regulation, there can be no danger of cost shifting between pnce cap and 
non-price cap affiliates Similarly, a rate-of-return carrier in this position is not necessanly 
seeking to game the system by moving back and forth between different regulatory regimes. 
Howevcr, recognizing the possibility that the acquiring ratc-of-return carrier could later seek to 
return to price cap regulation, thereby potentially gaming the system, we conclude that once a 
rale-of-return carrier brings acquired price cap lines into rate-of-return regulation, it may not for 
five years elect price cap regulation for itself. or by any means cause the acquired lines to 
become subject to pnce cap regulation, without first obtaining a waiver. We believe that this 
restriction responds to the concerns underlyng the adoption of the all-or-nothing rule, consistent 
with our policy goals in adrninistenng the two separate systems of rate regulation, while not 
requiring that the election be unnecessarily irreversible, as proposed by commenter~.~' We do 
not restrict the number of lines that may he acquired by a rate-of-return camer and returned to 
rate-of-return regulation because the risks o f  abusc are very small and the administrative benefits 
are significant We have granted waivers of the all-or-nothing rule involving as many as 285,000 
lines4' with no discernible adverse effects with respect to the consequences that the all-or-nothing 
nile was designed to preclude, and no significant impact on the Commission's universal service 
programs '' We believe that most acquisitions of pnce cap lines by rate-of-return carriers will 
not exceed this level, and thus find no reason to believe that any adverse effects will result in the 
future I t  IS  also important to note, however, that but for the limited exception we create above, 
w e  do not otherwise modify rule 61.41(d), which provides that once a carrier is subject to price 
cap regulation, i t  may not subsequently return to rate-of-return regulation 

14 We note that several commenters representing small and mid-sized incumbent 
LECs advocate reform of the all-or-nothing tule, citing the additional transaction costs and 
uncertainty that the rule creates for small, typically rural, camers that seek to acquire lines from 

See Verizon Comments at 5 (proposing acquired carrier's election to rate-of-return regulation be irreversible, 4; 

barring waiver for good cause shown), cf Valor Comments at 7-8 ("a limted ability to change regulatory 
mechanism is necessary to ensue that future mvestment in rural mfrasmcture and deployment ofadvanced 
5ervices for m a l  communities is not unduly impeded") 

SeeALLTEL Order. 14 FCC Rcd at 14192, para 2 

I' The acquired lines wlll be included by the acquiring rate-of-return carrier m calculating 11s common line 
revenue requuement, and the rate-of-rerum carrier will thus be eligible to receive ICLS. 47 C F R 5 54 902. 

requests for study area waivers indicates that the rmgration of lines is unhkely to significantly LncIease umversal 
service funding We note that, in most cases. parties transferrmg lines from a price cap camer to a rate-of-rem 
carrier will s t i l l  be required to demonstrate a minimal impact on universal sewice in order to obtain the necessary 
study area waiver A study area waiver would not be required If a pnce cap camer transferred an entire study area 
to a rate-of-return carrier holding company that did not have an  existing study area m that state 

Although this may increase universal service support through the 1CLS mechamsm, our experience Ievlewlng 
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pnce cap carriers '' By creating an exception to the rule for the conditional conversion of 
dcquired price cap lines to rate-of-return regulation, we also address this concern and reduce the 
cost and uncertainty imposed by our rules." 

15 We note that the carriers involved i n  a merger or acquisition must coordinate to 
ensure that, as of the effective date of the transaction, their respective tanffs reflect the services 
being ofrered after the merger or acquisition. We also note that price cap camers are required to 
adjust their price cap indices to reflect the removal of the transferred access lines 48 

B. Pricing Flexibility 

1. Background 

When i t  adopted the original access charge structure in 1983, the Commission 16 
required all iiicumbent LECs to offer all interstate special and switched access services at 
geographically averaged rates for each study area '' Since that time, the Commission has 
increased incumbent LECs' pricing flexibility and ability to respond to the advent of competition 
in the interstate exchange access market In the Special Access and Switched Transport 
Expanded Imercowiecfion Orders, the Commission introduced a system of density pricing zones 
that permits a rate-of-return carrier to deaverage geographically its rates for special access and 
switched transport services, provided that they can demonstrate the presence of "operational" 
special access and switched transport expanded interconnection arrangements and that there is at 
least one competttor in  the study area Io The density zone pricing rules permit rate-of-return 

ITTA Comments at  2-3, ICORE Comments a t  14-13 

The LECs involved in the transaction would still need to obtain any required study area waiver Simlarly, an 4 7  

average schedule rate-of-return LEC would need to obtain a waiver to operate the acquired lines as part of an 
average schedule company 

See 47 C F R 5 61 45(d), Price Cop Performance Reviewfor Local Exchange Carriers. CC Docket No 94-1, 18 

First Report and Order, IO FCC Rcd 8961. 9100-08, paras 321-334 (1995) 

47 C F R 5 b9 3(e)(7) A study area is a geographical segment of a carrier's telephone operations Generally, a 
study area corresponds to a carrier's entire service territory within a state. Thus, carrlers operating m more than one 
state typically have one study area for each state, and carriers operatlng In a slngle state typically have a single study 
area Camers performjurisdrctional separations at the study area level F o r J ~ l S d s t l o M l  separahons purposes, the 
Comnussion adopted a rule freezing study area boundarles effective November 15, 1984 Part 36 of the 
Comrmssion's Rules, 47 C F.R , Pan 36, Appendix-Glossary, definition of "Study Area " See MTS and WATS 
Market Structure, Amendment of Part 67 of the C o m s s i o n ' s  Rules and Establishment of a Jomt Board, CC Docket 
Nos 78-72 and 80.286.49 Fed Reg 48325 (Dec 12, 1984), adopted by the C o r n s s t o n .  50 Fed Reg 939 (Ian 8, 
1985) 

I 0 

41 C F R 5 69 123 See also Expanded lnlerconnection with Local Telephone Company Facilities. Amendment SU 

oJthr Part 69 Allocation ofGenerul Support Facilip Costs, CC Docket Nos 91-141 and 92-222, Report and Order 
and Notice of Proposed Rulemaking, 7 FCC Rcd 7369, 7454-56 (1992) (Specral Access Expanded Interconnection 
Order) Section 69 123(a) ofthe Comrmssion's rules allows rate-of-rem carriers to establish *affic density pricing 
zones in study areas in which at least one interconnector has taken a cross-connect See 47 C F.R 5 69.123(a). 
"Expanded interconnection" refers to the interconnecnon of one carrier's circuits with those of a LEC at one of the 
LEC's wire centers so that the camer can provide certam facilities-based access services 
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carriers to eslablish a "reasonable" number of zones, but the Commission has noted in the past 
that "LECs seeking to establish more than three zones shall be subject to increased scrutiny and 
iiiiist carefully justify the number of Lones proposed in their density pricing zone plan "j' In 
addition, rate-of-return LECs must show that density zones reflect cost charactenstics such as 
traffic density or other measures o f  traffic passing through particular central offices j' 

17.  The Commission also permitted incumbent LECs to offer volume and term 
discounts for switched transport services upon specific competitive showings. Thus, LECs may 
offer such discounts in a study area upon demonstration o f  one of the following conditions 
(1) 100 DS I-equivalent switched cross-connects" are operational in the Zone 1 offices in the 
study area, or (2) an average of 25 DSI-equivalent switched cross-connects per Zone 1 office 
are operational In study areas with no Zone 1 offices, volume and term discounts may be 
implemented once five DSl -equivalent switched cross-connects are operational in the study area 
Rate-of-return carriers are prohibited from offering interstate access services pursuant to 
individual customer contracts 

18 In 1999, the Commission recognized that the variety of access services available 
on n competitive basis had increased significantly since the adoption of the price cap rules 
The Commission therefore granted prlee cap carriers immediate flexibility to deaverage services 
in the tntnking basket j4 The Commission allowed price cap camers to define the scope and 
number of zones within a study area, provided that each zone, except the highest-cost zone, 
accounts for at least 15 percent of the incumbent LEC's trunking basket revenues in the study 
area and that annual price increases within a zone do not exceed 15 percent." Price cap carriers 
were also allowed to introduce new services on a streamlined basis jb 

19 The Commission also adopted a framework for granting further regulatory relief 
upon satisfaction orcertain competitive showings. The Commission determined that relief 
generally would be granted in two phases and on a Metropolitan Statistical Area (MSA) basis 
To obtain Phase I relief, the Commission required pnee cap camers to demonstrate that 
competltors have made irreversible, sunk investments In the facilities needed to provide the 

S p e c ~ ~ /  Access Expanded lnterconnecrion Order, 7 FCC Rcd a t  7454, n 4 13 

/ d  at 7455, para 179 

A cross-connect is the cabling inside the LEC central office that connects the LEC network to the collocated 

$ 1  

'' 
'' 
quipmenr dedicated to a cornpetitwe access provider using expanded interconnection 

'' 
tariff 

" 

lnrerexchange Carrier Purchases oJSwitched Access Services mered by Competitive Local Exchange Carriers, 
ann' Prririon oJU S West Communications, Inc for  Forbearancefrom Regulation as a Dominant Carrier in 
Phoenrr. Arizona MSA, Fifth Report and OTder and Further Notice ofProposed Rulemaklng, 14 FCC Rcd 14221, 
14254, para 62 (1999) (Pricing Flembilih Order) 

j6 

The Commission also elirmnated the requirement that price cap carriers file their zone plans prior to fillng a 

47 C F R g 69.1 23(b)( l ) ,  Access Charge ReJorm, Price Cap Performance Review Jor Local Exchange Carriers, 

47 C F R 4 69 4(g), Pricing Flexibrlrrv Order, 14 FCC Rcd at 14239-43, paras 3744 
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services at issue '' Phase I relief permits price cap carriers to offer, on one day's notice, volume 
and term discounts and contract tariffs for these services. so long as the services provided 
pursuant to contract are removed from pnce caps To protect those customers that may lack 
competitivc alternatives, carriers receiving Phase I flexibility are required to maintain their 
generally available, price cap constrained tariffed rates for these services 

20. To obtain Phase I1 relief, the Commission required price cap carriers to 
demonstrate that competitors have established a significant market presence ( I  e., that 
competition for a particular service within the MSA is sufficient to preclude the incumbent from 
exploiting any individual market power over a sustained penod) for provision of the services at 
i s s ~ e . ' ~  Phase 11 relief permits price cap carriers to file tariffs for these services on one day's 
notice. free from both the Part 61 rate level and the Part 69 rate structure rules 19 The 
Commission eliminated the low-end adjustment mechanism for price cap carners qualifying for 
and electing to exercise either Phase I or Phase I1 pricing flexibility '" 

21 The Commission has permitted both price cap and rate-of-return camers to 
deaverage their subscriber line charges 
loop and ICLS universal service support." Wc also streamlined the requirements for rate-of- 
return camers to introduce new services in the MAG Order 

LECs are also permitted to disaggregate their high-cost 

22 Recognizing the importance of pncing flexibility as competition develops in  the 
sew~ce  areas of rate-of-return camers, the Commission sought comment in the MAG Furlher 
L b m e  on the types, degree, and timing of pricing flexibility that should be made available to 
rale-of-return camers in addition to the pricing flexibility already available to them under current 
rules '* The Commission focused on three types of pricing flexibility geographic deaveraging 
\\ ithin a study area, volume and term discounts, and contract pricing 

23  Several parties filed comments on the pncing flexibility issues, representing a 
variety of customer and industry perspectives Many of the comments address pricing flexibility 
and triggers in a very general manner, without differentiating meaningfully among the types of 
pricing flexibility and a trigger that might be associated with i t  Rate-of-return carriers and their 
trade associations support gcographic deaveragmg, volumc and term discounts, and contract 

For the specifics of the triggers required, we generully Pricing F/e.ribi/i/y Order, 14 FCC Rcd at 14265-87, '7 

paras 81-121 

% 

'' 
For the specifics of the tuggers required. seegenerally id a t  14296-302, paras 141-1 57 

47 C F R 5 69 709(c), Pricing F/exibi/iy Order, 14 FCC Rcd at 14296-302, paras 141-157 

Pricing Nexibility Order, 14 FCC Rcd at 14303-07, paras 160-167 

4 7 C F R  § 6 9 1 5 2 ( q ) , 4 7 C F R  g69104ir) 

'' 4 7 C F R  $54315 

63 MAG Order. 16 FCC Rcd at 19698-700, paras 199-205 

MAGFurlherNorice, 16FCCRcdat  19711-17, paras. 241-59 04 
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priciiig for rate-of-return carriers to make their pricing structures more efficient '' On the other 
hand. several compeiitors to rate-of-rctum caniei-s oppose any increased pricing flexibility for 
raie-of-return carriers "' Rate-of-rcium carrier competitors argue that pncing flexibility can be 
u5ed to erect barriers to entry.6- 

2. Discussion 

24 In this Order, we immediately permit i-ate-of-return carriers to deaverage 
geographically their rates for transport and special access senices and to define both the scope 
and number ofzones, provided that each zone, excepi (he liighcsi-cost zone, accounts for at least 
1.i percent of its revenues from those services in the study area Such action will provide rate-of- 
rclum carriers greater flexibility io respond to market placc conditions, thereby benefiting 
consuiners in rural areas. We retain the existing triggers lor \\hen rate-of-return carners may 
offer volume and term discounts for transport services IO rcspond to competitlve developments. 
We also continue the prohibition on rate-of-return carriers' ability to offer contract camage 
Finally, we address only the initial timing for the provision orgeogaphic deaveraging of 
transport and special access services and the provision oT volume and term dlscounts for 
transport services because the record docs not address the timing of the subsequent evolution in 
pricing flexibility We also modify the safeguards applicahle io rate-of-return carriers that offer 
geographically deavcraged rates for transport and special access sen'ices. 

a. Geographic Deaveraging of Iransport and Special Access 
Services 

25 In this Order. we amend section 69.323 of ilit' Commission's rules to permit rate- 
of-retum carriers immediately to deaverage geographically their rates for transport and special 
access services As the Commission did for price cap carriers. we will permit rate-of-return 
carriers to define both the scope and number of zones, pro\ idcd that each zone, except the 
highest-cost zone, accounts for at least 15 percent of its revcnues from those services in the study 
area We will require, however, that the zones established Tor transport and special access 
deaveraging are consistent with any UNE zones adopted pursuani to the requirements of section 
251 and will require rate-of-return camers to demonstrate that rates reflect cost charactenstics 
associated with the selected zones Granting rate-of-return carriers more flexibility to deaverage 
these rates enhances the efficiency of the market for those serv~ces by allowing pnces to be 
tailored more easily and accurately to reflect costs and, therefore, facilitates competition In both 
higher and lower cost areas This is another step in facilitaling the ability of rate-of-return 
camers that offer deaveraged UNE rates to establish access and UNE rates that reflect common 
zone boundaries 

'' See, e g , ALLTEL Comments at 46-47; ICORE Comments at  16: NTCA Comments at 8-9; NRTA COmInefItS 
ai 17 

.See. e g  , AT&T Comments ai 19-23, CUSC Comments at 7-8, WorldCom Comments at  4 

See, e g  , AT&T Comments at 19-20, GCI Comments a t  10-1 I ,  WorldCom Comments at  4 ,  

h0 

h' 
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26 Since 1992, the Commission has permitted rate-of-return camers to deaverage 
certain rates by geographic Lones because of the concern that averaged rates might create a 
pricing umbrella for competitors that would deprive customers of the benefits of more vigorous 
competition ’’ Rate-of-return carriers argue that increased pncing flexibility is now necessary for 
a varieiy of reasons They argue that immediate geographic rate deaveraging would increase the 
efficiency of the interstate rate structure by moving rates closer to actual costs“’ and would offer 
rale-of-return camers the flexibility to adjust rates in  line with the capabilities of potential 
competitors ”I The National Rural Teleconi Association, the Organization for the Promotion and 
Advancemenl of Small Telecommunications Companies, and the United States Telecom 
Association (collectively NRTA) asscrt that geographic deaveraging is no different than SLC 
deaveraging and universal service disaggegation, which the Commission has already adopted.” 

27 Our action here. which permits rate-of-return carriers immediately to deaverage 
the rates for transport and special access services, represents a measured modification of the 
current rule That rule permitted rate-of-rcturn carriers to deaverage these rates when a single 
entrant has established a cross-connect in one central office in the rate-of-return camer’s study 
area -’ Thus, rather than filing deaveraged rates only when a competitor has entered the market 
v i a  collocation, the rate-of-return carrier may now, immediately upon the effective date of this 
order, file deaveraged rates that may become effective in fifteen days. Competitors that enter the 
rate-of-return carrier’s market through means other than collocation w~l l ,  of course, be 
competing against the rate-of-return carner’s deaveraged rates immediately Deaveraged rate-of- 
return carrier rates may provide valuable information about the prices the entrant will face when 
i t  enters and may thus reduce uneconomic entry that could result from errors in estimating the 
rate-of-return carrier’s pncing response to competitive entry The greater flexibility afforded by 
the ability to deaverage transport and special access rates will benefit access customers through 
more efficient pncing of access services ” 

28 We are not persuaded by GCI that geographic deaveraging w ~ l l  lead to 
unreasonable, monopolistic rates in areas not served by a competitor.” Thus, deaveraging of 

Are Special Access Expunded lnterconnecrron Order, 1 FCC Rcd at 1454, para 178, Expanded lnterconneclron 
with Local Telephone Company Fucrlurei, Amendment of Parr 36 o/ihe Commrssron 5 Rules and Esrablrshment o f a  
Joint Board, CC Docket Nos 91-141 and 80-286,Second Report and Order and Third Notice of Proposed 
Rulemakmg, 8 FCC Rcd 737,7426, para 98 (1993) (Swrrched Transport Expandeerllnrerconneciron Order) 

‘‘ ALLTEL Comments at 41 

’’ NTCA Comments ai 9 

6 8  

NRTA Comments at 19 

47 C F R 5 69 123(c) and (d) 

While rate-of-rem carriers have not taken full advantage of the geographc deaveraging currently available 

7 ,  

’’ 
’’ 
under our rules, we do not believe this is sufficient grounds for not granting rate-of-rem carriers greater flexibility 
to deaverage transport and special access s c ~ i c e s  The lack of flexibility in our density zone pricing rules may be 
responsible for rate-of-rerum carriers’ failure to take full advantage of such oppomit ies  

’* See GCI Reply at 3 
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transport and special access rates should not permit rate-of-return carriers to erect barriers to 
cntry -' Any deaveragcd rates will be subject to the tarifrreview and complaint processes 
Continuing to require averaged rates could result in preclusion or uneconomic entry The 
<'ommission has observed that averaging across large geographic areas distorts the operation of 
markets in high-cost areas because i t  requires incumbent LECs to offer services in those areas at 
prices substantially lower than their costs of providing those services." Pnces that are below 
cost rcduce the incentives for entry by fims that could provide the services as efficiently, or 
more efficiently, than the incumbent LEC '' Similarly, discrepancies between price and cost may 
create incentives for carriers lo enter low-cost areas even if their cost ofproviding service is 
actually higher than that of the incumbent LEC l 8  

29 
own zones This is consistent with the Commission's decision in the Pricing Flexibility Order 
that concluded that traffic density is not the optimal, or even an accurate, method of determining 
cost-based pncing zones and that LEC-designed zones are more likely to lead to efficient pricing 
that reflects underlying cost characteristics jY We therefore conclude that granting rate-of-return 
carriers the flexibility to choose the number of zones and the criteria for establishing zone 
boundaries is more likely to result in  reasonable and efficient pricing zones than if their 
flexibility is more constrained Therefore, we eliminate all competitive prerequisites for the 
deaveraging of transport and special access rates and permit rate-of-return carriers to define 
pncing zones as they wish, so long as each zone, except the highest-cost zone, accounts for at 
least 15 percent of the rate-of-return carner's transport and special access revenues in the study 
area With this requirement. we ensure that any lower rates resulting from deaveraging are 
enjoyed by a range of customers, rather than being focused on only a few customers in a way 
that might evade our prohibition on contract pncing by rate-of-return carriers for individual 
customers. While the seven-zone hmlt that we adopt - the product ofthe 15 percent requirement 
discussed above ~ likely will not be used by most rate-of-return camers, we find that three zones, 
as urged by WorldCom," may not be sufficient to provide rate-of-return camers with the ability 
to adjust to any likely variation in cost conditions and ensure that a rate-of-return carner will be 
able to harmonize its UNE and access zones 

We also simplify our rules by allowing the rate-of-return carrier to establish its 

30. The permissive geographic deaveraging we discuss here applies to rates for all 
services in the transport and speclal access categories to which density zone pncing currently 

See Sprint Comments at 5-6 

See Pricing F/exibi/,ty Order, 14 FCC Rcd a t  14253-54, para 61 

15 

lo 

i7 Id 

Id 

Pricing Nexibihiy Order, 14 FCC Rcd at 14253-54, para 61 

WorldCom Comments at 2-3 ,  but see Sprmt Comments at 5-6 (supporting increasmg the number of zones io 

19 

XU 

p e m t  further deaveraging io reflect different costs i n  different geographc zones) 
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applies We require that the same zones be used for all transport and special access elements.8' 
We wil l  retain the constraints on annual pncc increases within zones that are contained in section 
60 123(e)( I ) of our rules *' Although such constraints limit rate-of-return carners' ability 
immediately to rebalance rates in a manner that reflects the actual costs ofproviding the services 
at issue, we remain concerned with preventing the disruptive effects of rapid and unexpected 
price increases. We will also retain the requirement that transport and special access services 
offered between telephone company locations be priced at the rates for the higher zone 
We note that, under rate-of-return regulation, deaveraging permits LECs to increase rates in one 
geographic zone only to the extent that they decrease rates in other geographic zones, because a 
rate-of-return carrier's rates must be targeted to earn no more than the authonzed rate ofreturn. 
Furthermore. a rate-of-retuni carrier must provide cost support establishing that the deaveraged 
rates are cost-based. Thus, we are not persuaded by AT&T's claims that greater geographic 
dcaveraging flexibility will lead to predatory pncing by incumbent LECs or arguments that any 
further deaveraging should result only in price decreases, I e . ,  that i t  be "downward only 
We will no longer require rate-of-return carriers to file zone pricing plans in advance of tanff 
filings Parties wishing to challenge the reasonableness of rate-of-return carner zones may do so 
as part of the tariffreview process, or in a formal complaint under section 208 of the Act 

3 1 Under the present rules governing geographic deaveraging, rate-of-return carners 
may not deaverage transport or special access rates until at least one cross-connect is operational 
in the study area. Thus, a rate-of-return carner today would have to have established a cross- 
connect charge before it could offer the allowed services at deaveraged rates The cross-connect 
subelement recovers costs associated with the cross-connect cable and associated facilities 
connecting the equipment owned by or dedicated to the use of the interconnector with the 
telephone company's equipment and facilities used to provide interstate special or switched 
access services.x6 We conclude, as urged by GCI. that a rate-of-return carrier wishing to 

'' The C o m s s i o n  previously has imposed this requirement on geographically-deaveraged transport services 
Sre Swichr t i  Ti~ansport Expanded Inter-connccrron Order. 8 FCC Rcd at 7428, para 104 The requirement also 
applies to deaveraging by price cap carriers P m i n g  Flrx~h~l i l j  Order, 14 FCC Rcd ai 14255, para 63 

'' 47 C F  R 469 123(e)(l), which provides that 

Telephone companies not subject to price cap regulation may charge a rate for each service in the hghest price 
zone that exceeds the rate for the same sewice in the lowest priced zone by no more than fifteen percent of the 
rate for the service i n  the lowest priced zone during the period from the date that the zones are imtially establlshed 
through the following June 30 The difference between the rates for any such service in the highest price zone and 
the lowest priced zone in a study area, measured as a percentage of the rate for the service in the lowest priced 
zone. may increase by no more than an additional fifteen percentage pomts in each succeeding year, measured 
from the rate differential in effect on the last day of the preceding tariff year 

'I 47 C F R $ 5  69 123(c)(2) and (d)(2) 

See AT&T Comments at 19-20, but see Sprint Comments a t  5-6 (cost-based geopaphjcally deaveraged rates 84 

should not pertrut rate-of-return carriers to erect barriers to entry) 

47 U S C 5 208 See NTCA Reply at 9 

47 C F R 5 69 123(a)( 1) *" 
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gcographically deaverage transport or special access rates must establish a cross-connect element 
providing for inierc,onnection and may not charge collocated providers for entrance facilities or 
channel terminations when the entrani provides its own transmission f a ~ i l i t i e s . ~ ~  This merely 
brings forward the requirement that would apply today if a rate-of-return camer qualified and 
elected to geographically deawrage rates A rate-of-return carrier that could assess such a 
charge for the combined facilities would clearly still possess some degree of market pow'er, and 
uould bc attempting to use that power i n  an anticompetitivc manner Finally, the requirement 
that rate-of-return carriers must tariff a cross-connect element in order to geographically 
deaverage rates ensures that transport competitors can iiiterconnect with the rate-of-return 
carrier's access network, whether or not rate-of-return carners claim exemption under either 
section 25 1(1)( 1) or (f)(2) Thus, competition will not be foreclosed if a carrier claims its 
cxeinption, as argued by GCI *' 

b. Volume and Term Discounts for Transport Services 

32  In this section, we address the question of whether to relax our rules on volume 
and term discounts for transport services Under the current rules, rate-of-return carriers are 
already permitted to offer volume and term discounts for special access scrvices After a certain 
number of DSI equivalent cross-connects are operational in the study area. they may offer such 
discounts for transport services '9 After reviewing the record, we conclude that no relaxation of 
the requirements for offering volume and term discounts for transport services I S  warranted at the 
present time. 

33 The Coininission has long recognized that i t  should allon incumbent LECs 
progressively greater pricing flexibility as they face increasing competition "" T h ~ s  has been 
tempered, however, with the understanding that pricing flexibility, if granted prematurely, might 
enable incumbent LECs to ( I )  exclude new entrants from their markets, or ( 2 )  increase rates to 
unreasonable levels As the Commission observed in the Pricing Ncxihdrr~. Order. monopolists 
have an incentive to reduce pnces in the short run and forgo curreni profits in order to prevent 
the entry of rivals or to drive them from the market 
above competitive levels and earn higher profits than would have been possible i f  the 
exclusionary pricing behavior had not occurred and competitors had not exited or been deterred 

The monopolist may then raise prices 

" 

term discounts for transpon services, rate-of-return camers w ~ l l  be subject to a sirmlar requiremenl i n  offering 
volume or term discounts for transport services 

GCI Comments at 14 We note that, because we retain the cross-connect bigger for the offering ofvolume and 

" GCI Reply a t  23 

Rq 47C.FR 4 6 9  I l l b ) a n d ( k ) , 4 7 C F R  $69112(g)and(h) 

'' The Comnussion first sought comment on a "road map" for increasing pricing flexibility In response to 
increased competition in the Prfcr Cap Peformance Reviewfor Local Exchange Carriers, CC Docket No 94-1, 
Second Further Notlce of Proposed Rulemaking. I 1  FCC Rcd 858 (1995) 

Pricing Flexibiliry Order, 14 FCC Rcd at 14263, para. 79 
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from entenng the market.” Thus, an incumbent LEC can forestall the entry ofpotential 
competitors by “locking up” large customers by offering them volume and term discounts at or 
below cost Locking in large customers can foreclose competition for smaller customers as well, 
because large customers may create the inducement for potential competitors to invest in sunk 
facilities which, once sunk, can he used to serve adjacent smaller customers. 

34 In the MAG Firrzhev Noirce, the Commission sought comment on the appropriate 
tnggers for determining when rate-of-return carriers should he permitted to adopt other forms of 
pricing flexibility The Commission noted the risk that rate-of-return carriers could use 
increased pricing flexibility to engage in exclusionary pricing behavior and thereby thwart the 
development of competition.” This built on the Pricing Flenhlrfj, Order, in which, as a 
condition for granting further pricing flexihility in the form of volume and term discounts and 
contract carriage, price cap camers were required to show that markets are sufficiently 
competitive both to warranl pricing flexibility so that price cap carriers may respond to 
competition and to discourage price cap carriers from either excluding new entrants or setting 
rates to unreasonable levels. 

35 After reviewing the record in the instant proceeding, we conclude that these 
concerns are equally applicable to rate-of-return camer pncing flexibility, and we find no basis 
for expanding the transport volume and term discount pricing flexibility available to rate-of- 
return carriers at this time. We therefore retain the existing cross-connect-baed standards as the 
rngger for when a rate-of-return carrier may offer volume and term discounts for transport 
services, rather than adopting any alternative suggested in the record. We note that, to date, no 
party has taken advantage of the existing ability to offer volume and term discounts for transport 
services--whether because they cannot meet the threshold, or for some other reason, is not 
apparent from the record before us. 

36 The record indicates that there is limited cornpetition in rate-of-return carrier 
service areas that would serve to discipline the provision of volume and term discounted 
transport services offered by rate-of-return carners. Several parties argue that competition has 
increased and new technologies will permit increasing numbers of camers, such as wireless 
providers, to enter rural areas 94 We agree, however, with those parties that argue that wireless 
generally i s  not a substitute for transport,’” and thus wireless competition is unlikely to restrain 
rate-of-return camer pricing of transport services. 

See, e g , P Arena & D Turner, Predatory Pricing and Related Praclices under Secrlon 2 ofthe Sherman Act, 92 

88 H A R ~  L REV 697 (1975), 0 Williamson, Predatov Prrclng A Strategic an Welfare Analysis, 87 YAi.EL.1 
284 (1977). J McGee, Predatory Pricing Revisikd, 2 3  I LAW & ECON 289 (1980); F M SCHERER, INOUSTRIAL 
MARKET STRIJC~URE AND ECONOMIC PERFORMANCE 468-479 (1990) 

MAG Further Notice, 16 FCC Rcd at 19715, para 250 

See e g , NRTA Comments at 18-19. TCA Comments at 4-5 

TCA Commenis at 4-5, GCI Reply at 5-8 

93 

sa 

95 
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37.  W e  are also skeptical that cable and satellite providers offer competition for 
transport scrvices to rate-or-return carriers These competitors largely bypass the rate-of-return 
carrier switched access network and thus do not restrain transport prices 96 To the extent that 
cable may, in certain instances, provide dedicated transmission offerings that bypass the rate-of- 
return carrier network, rate-of-return carricrs today are allowed to offer volume and ierm 
discounts for special access services, which would be the service with which the entrant would 
he competing 

38. Thus, the competition faced by rate-of-return carners for transport services is 
limited” and is significantly less than that i n  price cap carrier service areas. Competition in rate- 
of-return cmier  sewice areas may develop in a more targeted fashion than ihat for pnce cap 
carricrs because of the smaller customer base generally. as well as the lower penetration ofmulti- 
line business cuslomers that are attractive i n i t i a l  targets of new entrants.” In evaluating various 
triggers for volume and term discounts for transport services, we therefore have considered the 
diversity among small and mid-sized carners, as urged by many rate-of-return camer interests.99 

39. We conclude, as urged by several conimenters, that furlher volume and term 
discount pricing flexibility for transport services should be available only if there is evidence of 
significant competition Volume and term discount pricing flexibility must be structured to 
prevent cxclusionary pricing behavior to safeguard the development of competition in rate-of- 
return carrier Service areas 

40 We find that the various alternative triggers suggested in the record fail to address 
the concern with rate-of-return carners’ ability to crcct barriers to entry and engage in pnce 
discnmination Several parties contend that pricing flexibility should be granted based on 
various markci opening commitments I ” “  While the market opening events that the commenters 
identify would facilitate the development of competition, they do not, in and of themselves, 
indicate that any particular level of competition exists. Therefore, there would be no assurance 
that rate-of-return carriers could not erect barriers to entry, or engage in unreasonable price 
discnrnination On the other hand, competition can develop without an entrant with ETC status 

‘I(’ See GCI Reply at 10-1 1 

See e g , AT&T Comments at 19-20, WorldCom Commenls a t  4. Sprint Comments at 5 

The Joini Board recently released data showing that only 12 percent ofaccess lines were multi-line busmess 

97 

yn 

lmes In rural exchanges, compared to 21 percent in price cap exchanges Rural Task Force “The Rural Difference” 
White Paper 2 a i  35 

See, e g , ITTA Comments at 8 

These include triggers such as the filing of a collocation or interconnection tariff, or the rate-of-rem carriers 
renunciation of the rural exemption under section 25 1(0(1), see generally. e g , ITTA Reply at 10 NTCA argues 
that the Commission should not require the presence ofa carrier with ETC status In the servlng area, the ISSuanCC O f  
a request for proposal (WP) by a customer in the carrier’s serving area, the fillng of a tariff offering W E s ,  or the 
receipt o f a  request for UNEs NTCA Comments at IO NTCA also argues ihat these triggers would not be 
competitlvely neutral Id Other parties argue that pricing flexibility should not he pernutted unless UNEs are 
avallable in the study area, AT&T Comments at 23, or a ra tc-of-rem carrier has renounced the competition- 
lirmting provisions of section 251(f)(l) and ( 2 )  See CUSC Comments at 7-8 

99 

IW 
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heing present because significant competition could exist in part of a rate-of-return camer's 
service area before an entrant sought ETC status The argument that UNEs should be available 
throughout the service area hefore pricing flexibility should be granted also Fails to address the 
level of competition that might exist because an entrant might enter without using UNEs. 
We also decline to adopt an approach modeled on that for price cap carriers because we believe 
that the diversity among rate-of-return carriers and the markets they serve make those triggers an 
unreliable predictor of the competitive effects Ln any of the rate-of-return camers' markets. 
We believe the actual competition reflected in  a cross-connect standard is a betterjudge of when 
volume and tenn discounts for transport services are appropriate hecause it indicates that the 
rate-of-return carrier is facing actual coinpetition for those services. J t  is also administratively 
easy to administer 

41 In the MAC; Furlher Naicc. the Cominission sought comment on whether any 
additional pricing flexibility should be conditioned on rate-or-return carriers being required to 
establish a ceiling rate for the associated non-discounted access service offenng I" '  GCI argues 
thal if the Commission permits downward pricing flexibility. i t  must ensure that the carner is no1 
permitted to raise other rates to offset the discounts '"' ALLTEL Communications, lnc., 
CenturyTel, Inc , Madison River Communications. LLC . a n i  TDS Telecommunications 
Corporation (ALLTEL) oppose creating any such limitation on the use of pncing flexibihty."' 
We decline to adopt such a pncing restriction here The existing rules applicable to volume and 
t e n  discounts by rate-or-return carriers do not constrain pricing in the manner urged by GCI, 
and we are not niodifyng those rules in this order The Commission historically has approached 
volume and tern discount offerings by carriers as being suhjecl to the standard that any 
discounts must be cost-based lo' We will not depart firom this cost-based approach in the 
instant case 

42 In the MAGFurlher Nolice, the Commission also sought comment on whether the 
study area should be used to measure competitiveness i n  determining whether pncing flexibility 
is warranted for rate-of-return carriers In' The majority of parties that addressed this issue agree 
that the MSA would be inappropriate and support the use of the study area to measure 
competitive entry 'Ob TCA argues for measuring entry at the exchange level, or based on 

MAG Furlhe? Norice, 16 FCC Rcd ai 19715, para 250, citing ATL! Tcelrcornrnunicarlons Requesr for Warver of 
Sertrons 69 Ion@) and 69 / 24 (b ) ( I )  ofthe Cornrnmion P Rules, Order, 15 FCC Rcd 20655,20662, para 22 (2001) 
The ATU case involved a waiver of two rules for sewices that rate-of-return carriers were not authonzed to offer at 
volume and term discounts and was accompanied by a representation that ATlJ  dld not intend to raise any rates 

"' GCI Reply a t  19-20 

lo' ALLTEL Comments at 49 

/ / / I  

See generally Amerrcan Telephone and Telegraph Company Revisrons to TarrffF C C No 259, Wlde Area I04 

Telecommunmrions S e r v m  PATS),  CC Dockel No 80-765, Memorandum Opinion and Order, 84 FCC 2d 158 
( 1980) 

'"' MAG Furrher Noirce, 16 FCC Rcd at 19717. paras 257-58 

See. r g .  GCIComments at 15-16. AT&TCommentsar21-22 I MI 

20 



Federal Communications Commission FCC 04-3 I 

contiguous cuchanges hecausc Ihe srudy arca 1 5  too large "'r We wil l  contniue to use the study 
ai-c;~ In t le temi i i ie  when Lo lu i i i c  and lenii discount pricing flexibility for transport services i s  
\\ananted Even i f  \ve were inclinetl lo use an exchange standard, the record before us is 
iii,idcqiiate to tlelermine what an appropinate Sroupiiig of exchanges would he, given the 
di\crsit! among ratc-of-return carricrs 

43 We dccline to limit [ l ie lenpth of any  tern1 conlract to three years, as suggested by 
(JCI "" ATBT and GCI argtic that a rate-or-rctuni carrier- may attempt IO engage in price 
Jiscriiiiinalinii or in practices thal iiiiglit oIhcrwisc lock-up certain ctistomers ''"' We will not 
modif) lhc existing rule. which does iiot Iiinil eligible rate-of-retum camers ability to enter into 
icrni coiiii~acts o f  any length We believe that customers are i n  the best position to evaluate their 
i i id i \~ i t lual  ~~iiiiiiiinrca~ioiis needs and thc po~eii( ial  for coinpetitive allematives. We therefore 
helicvc I h a t  custoiiicrs wil l  not enter into excessively long term contracts if attractive alternatives 
arc l ikely to hc available in a shorter period oftinie 

44 We conclude (hat it is appropriate lo maintain the current trigger for volume and 
tcriii discounts foi transport scr\ices cven though we do not impose any limilations on special 
ilcces5 voluiiic and ten71 discounk As wc have iiotetl abovc. entrants may provide interstate 
scrvices by bypassin_e the LEC's nelwork. \+ithotit needing a cross-connect in the rate-of-return 
carrier's central of l icc  Rate-ot-return carriers w i l l ,  in some cases, be able to respond IO these 
competitive offerings with their special access services With respect to transport, however, 
competitiic eiirry is dependant oii interconnecting with the rate-of-return carrier's switched 
network I t  is therelhre appropriate to maiii~aiii the cxis~ing cross-connect trigger to ensure that a 
conipclitibc presence exists before a rale-of-return carrier I S  allowed to offer volume and term 
discounts for transport services 

45 FinalIv, we concludc Ibal the record is inadequate to permit tis to reach any 
conclusions regarding Phase I1 pricing flcxibility, noii-dominant treatment of any services, or 
shortened filing periods for soine services I"' Very few parties commented on these issues, and 
to the extent they did, the conimenls were in  opposition They argue that competition I S  

inadequate to justify such relief, asserting that rate-of-return carriers could erect barriers to entry 
or pnce discnminatorily without any effective control from competitors in the market ' I1 

As discussed above, there is limited coniperition in the provislon of access services in rate-of- 
return carrier service areas today I t  is not clear how quickly competition will develop, or the 
form it w i l l  take As a result, we decline to adopt any rule revisions relating to these aspects of 
the MAG Fur~her Nolice on the present limiled record. 

I'li TCA Comments a i  5 

(iC1 Comments ar 16 

A T&T Comment? a i  19-20, GCI Comments a t  I 8  

MAGFiri.iher NOIICC. 16 FC'C Rcd at 19716-17. paras 256-57, 259 

SL,? e g ,  Al.&T Comments ai 19-21. CiCI Coinments a t  14-18 

l i i8  

I W  

I I O  

I l l  
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c. Contract Carriage 

46 In the MAG Furlher iVo/ire. the Commission sought comment on whether rate-of- 
return carriers should be given authority to offer services pursuant to individual customer 
contracts Today. rate-of-relurn carriers are prohibited from offenng interstate access services 
pursuant to individual customer contracts I "  After reviewing the record in this proceeding, we 
decline lo  permit rate-of-return carriers to offer contract carriage at this time 

47. Rate-of-return carrier interests generally rely on the same arguments to support 
contract carriage that they presented for relaxed volume and term discounts for transport 
services the improved efficiency of cost-based rates, their reliance on a few large customers in 

many cases, and the need to address cornpetition "' NRTA asserts that contract pncing would 
pcrmit carriers to tailor services and rates to individual customer demand."' On the other hand, 
AT&T opposes extending contract carriage authority to rate-of-return carriers, arguing that it 
could he used to erect a barrier to entry in the form of favorable contracts for attractive 
customers resulting in excessive rates for other customers l'j 

48 After reviewing thc record, we decline to permit rate-of-return carriers to engage 
i n  contract carriage at the present time Contract carriage would permit a rate-of-return camer to 
combine various elements, or parts of elements, in prcsenting an offenng to a customer. This 
would present rate-of-return carners with an opportunity to set non-cost-based prices in order to 
prevent entrants hom providing service to the largest customers in their service areas, thereby 
precludmg further competition for smaller customers i n  thcir service areas as well. The principal 
check on rate-of-return camer rates is the authorized rate of return the Commission has 
prescribed A rate-of-return carrier is permitted to set rates that provide the opportunity to earn 
this return on the entire portion of their rate base that is assigned to interstate access services. 
Therefore. any predation on the part of a rate-of-return camer in  its contract offenngs could be 
recovered through higher rates for other customers, absent some check on the rate-of-return 
carrier's ability to accomplish this result ' I b  Because any predatory pricing would restnct entry, 
there would likely be no competltor to provide an alternative to those customers to whom the 
rate-of-return carner was charging higher rates Rate-of-return carriers have not demonstrated in 
the record how such behavior can be detected and prevented within the rate-of-return regulatory 
process The pooling process would make detection even more difficult."' The immediate 
geographic deaveraging of transport and special access services we extend to rate-of-return 
carriers today, along with the volume and term pricing already available to rate-of-return 

' I '  

pemut individual case-based pricing arrangements in response to competitors' offerings) 

_- 
See Special Access Expondeed lnterconnecrron Order, 1 FCC Rcd at 7457-58. para I86 (rejecting proposals lo 

See. e g , Nl'CA Comments at 9, NRTA Comments at I8 I l l  

' I J  NRTA Commentsat 19 

AT&T Comments at 19-20, accordGCI Comments at  12-13, 16, WorldCom Comments at 4 I l i  

' l o  Sec ATBT Comments at 19-20 

See GCI Comments at 12 I I- 
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carriers, pro\ ide them with meaningful ways lo rcspond to competition. Therefore, balancing the 
risks of undetectable anticompetitive hehavior against the limited competition that presently 
exists i n  rate-of-return carrier service areas that could be considered a substitute for access 
services. \\e believe the betler course is the conservative one of precluding contract carriage for 
rate-or-return carriers 

d. Other Issues 

40 In the M A G  Furrher No?ica, the Commission sought comment on whether pricing 
flexibility should be permitted within the NECA pooling process ' I '  After reviewing the record, 
w e  agrec with NECA that the pricing flexibility permitted by this order can bc accommodated 
w i t h i n  the pool by modifying its settlement and rate-setting mechanisms so they apply on a more 
targeted basis lo narrower groups of customers ' I q  Our curreni rules would permit such pooling 
to occur We note that many of the rate-of-return camers most likely to exercise this option- 
ALLTEL, CenturyTel, ACS of Anchorage, TDS-already file their own traffic-sensitive access 
lwiffs for some or all of their study areas Therefore, by this decision, smaller rate-of-return 
carriers may be able to offer pncing flexibility through the NECA traffic-sensitive pool that they 
would not be able to do if required to do so through their own tariffs '"' The tanffing costs will 
increase some for those carriers that elect to offer pncing flexibility, whether done on their own 
or through NECA We agree with NECA that the increased administrative burdens on NECA 
W I I I  likely be less than thosc that would result if we were to require rate-of-return carriers to file 
their own tariffs proposing flexible pricing arrangements 

50 We decline to require rate-of-return carriers to leave the NECA pool and file their 
own tariffs in order to offer pricing flexibility We are not persuaded by the arguments of AT&T 
and GCI that pooling is inconslstent with pricing flexibility ' I '  While pooling involves a degree 
of averaging and risk sharing that would not exist if carriers filed their own tanffs, this is the 
case whether pncing flexibility is involved or not. Rate-of-return camers Subject to section 
61 38 of our rules must file cost support with their tanffs,'" and those Subject lo section 61 39 
must be prepared to submit cost support upon request."' This supporting material will include a 
clear delineation of the geographically deaveraged pricing zones. I t  will also descnbe the 
process used to establish rates, whether on an individual carner basis or through the use of some 

'" M A G  Furrher Notice, 16 FCC Rcd at 19716, para. 252 

NECA Comments a t  9-10 It notes that i t  currently offers term discounts for high-capacity, synchronous optical I I? 

channel services and DSL access services ld at n 16 

"" NECA Reply at 4 

lrl See ulso NRTA Comments at 19-20, argulng that small and rmd-slzed carriers should not have to give up 
the adrmnistrative and other benefits oipooling for the competitive benefits of pncing flexibiltty 

' ' I  AT&T Comments at 21-22, GCI Comments a i  12 

I" 4 7 C F R  96138  

47 C.F R b 61 39 
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aggregation approach, such as the banding NECA currently uses for some rate elements, along 
with the actual cost support for the services for which pricing flexibility IS being offered While 
Ihc cost support may not include individual carner cost data,”’ the NECA tariff filings offering 
pricing flexibility will include supporting material associated with the rates in question that the 
(‘ommission and interested parties may utilize to detect efforts to erect bamers to entry or to 
eslahlish discnminatory pricing practices This is also consistent with allowing rate-of-return 
carriers to offer deaveraged SLCs within the NECA common line pool, as we did in the MAG 
O d e r  ‘’I’ Parties wishing Io challenge the reasonableness of NECA’s pool rates or rate 
development procedures may do so as part of the tariff review process, or in a formal complaint 
under section 208 of the Act 

51 We decline to restrict the availability ofpricing flexibility with respect to 
lransport elements that cannot be avoided because ofnetwork design configuration, as urged by 
GC1 GCl notes, for example, that an entrant may not be able to interconnect at a remote switch 
and must thereforc purchasc transport from the host switch to the remote switch.”’ Rate-of- 
return carriers assess tandcm-switched transport charges for the use of transmission between the 
host and remote locations in addition to charges for services between the host switch and the 
point of  interconnectioii with the IXC I Z R  Because of the broader application of the tandem- 
witched transport rate, we do not find i t  necessary to introduce the limitation GCI requests 
‘This is consistent with the scope of the present ru les governing pricing flexibility for rate-of- 
return carriers 

52 We decline to revise the standard applicable to volume and term discounts for 
channel terminations. GCI argues that collocation does not indicate that channel terminations arc 
available and urges that they be subject to the same Tules as switched loops I Z 9  The notice sought 
comment on additional pricing flexibility for rate-of-return camers. We will not here restnct 
pricing flexibility that is already available to those camers. We note that, for most rate-of-return 
camers. DSI and DS3 capacity services will address most customers’ needs, and those services 
are not services subject to the volume discount provisions 

53 We will not limit the availability of pncing flexibility to rate-of-return camers 
participating in an incentive regulation plan, as urged by GCI ‘lo GCI asserts that incentive 
regulation reduces a LEC’s ability to engage in cost shifting and other forms of anti-competitive 
cross-subsidization It further submits that i t  is difficult to remove both the cost and the demand 
from rate-of-return formulas, especially if a LEC participates in the NECA pools.”’ While GCJ 

I ”  

’’‘ 
AT&T Comments at 21-22, GCI Comments at 12 

MAG Order. 16 FCC Rcd at 19641-42, paras 57-60 

GCI Comments at 15 

”’ Access Charge Relorm Order, 12 FCC Rcd at 16285, para. 220. 

GCI Comments at I S .  I 2 9  

”” I ( /  ai 12  

I”  id ai I I -1 3 
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is correct thai the price cap inechanism facilitated certain pncing relaxation for price cap carriers, 
11 does not follow that the cost-based standards orrate-of-return regulation cannot be used to 
accomplish the same ends Rate-of-return regulation was the basis on which cost-based access 
rates were established i n  1984 when the access charge structure was implemented, and i t  was the 
hasis for all iiicumbent LEC l a r i f f  review until 1991. The tariff rates will be subject to the tariff 
review process and parties may also file complaints pursuant to section 208 of the Act.”’ 

C. 

54. 

Consolidation of Long Term Support and Interstate Common Line Support 

In this section, we adopt the Comrnissioii’s tentative conclusion in  the MAG 
F‘iirrherN(Jr/ce that LTS should bc merged into the lCLS mechanism ’ ”  In the MAG Order, the 
Commission retained the exisling LTS mechanisiii solely 10 provide stability to the NECA 
common line pool during the transition to a more efficient acccss charge regime At this time, 
we find that mcrging L?S into the ICLS mechanism will probide administrative simplicity by 
eliminating a duplicative and obsolete mechanism, withaul affecting the total support received 
by rate-or-return camers or negatively affecting carriers ihai choose to participate in the 
NECA pool 

1 .  Background 

The LTS mechanisni is a legacy of the transi~iciil IO a competitive interstate long 
distance market after the breakup of AT&T In the 1983 Acccss Churge Ordei-, the Commission 
created an access charge rcgime that included SLCs---nlonthly flal rate charges assessed on end 
users to recover a capped portion of interstate common line costs-and CCL charges, which are 
per-minute charges imposed on IXCs to recover any residual inlerstate common line costs.i3‘ 
The NECA common line pool was dcveloped as a means of permitting LECs to recover their 
intcrstate common line revenue requirements while maintaining a nationwide average CCL 
charge.”’ The nationwide average CCL charge, in turn, permitted lXCs to more easily provide 
their services at  nationwide deaveraged rates ‘j“ The Commission initially prescnbed mandatory 

5 5  

lrl 

I ”  MAG Furrher Notice, 16 FCC Rcd a t  19724-26, paras. 272-76 The Commission tentatively concluded that the 
merger would occur on July I ,  2003, but in order to provide adequak notice of our action here, we conclude that the 
merger will occur on July 1 ,  2004 

’” MTS and WATS Market Slrurrure, CC Docket No 78-72, Thrd  Repon and Order, Phase 1, 93 FCC 2d 241, 

243-44, paras 3-5,279-97, paras 124-96 (1983) (1983 Access Charge Order) 

‘I’ [ri at 327-29, paras 312-18, 333-36, paras 339-49 Poollng carriers charge rates set by NECA, pool their 
Interstate access revenues, and recover their costs from the pools, including a return on investment MAG Order, 

the CCL charge was necessary because LEC-specific CCL rates could generate slgnlficant pressures on lXCs to 
deaverage interstate toll rates 1983 Accem Charge Order, 93 FCC 2d 241, para 314 

16 FCC Rcd at 19624, para 20 The C o m s s i o n  concluded that a common tariff and poollng arrangemenf Covering 

I I” 1983 Accesl Charge Order, 93 FCC 2d at 328, para 314 Toll rate averaging and rate lntegrahon are 
longsranding Commiss~on policies hat Congress codified I n  the 1996 Act See 47 U S C 5 254(g) 
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pooling to achieve these goals, but recognized that pooling had some negative effects."' In 
1087, the Commission eliminatcd mandatory pooling, but created the LTS mechanism to permit 
carriers remaining i n  the pool LO maintain their nationwide average CCL charges li8 The LTS 
mechanism. as originally designed, required LECs that had left the common line pool to make 
payments into the pool sufficient for the pool to charge the nationwide average CCL rate of non- 
pooling camers liY 

56 In 1997, the Commission concluded that the existing LTS mechanism was not 
explicit. portable, and competitively neutral, as required the 1996 Act."" The Commission 
concluded, however, that LTS continued to provide important benefits and should bc retained in 
a modified fomi."' Specifically, the Coinmission relied on the LTS mechanism's usefulness in 
reducing dispanttes among CCL charges imposed by LECs "LTS payments serve the public 
interest by reducing the amount of loop cost that high cost [rate-of-rerum carriers] must recover 
from IXCs through CCL charges and thereby facilitating interexchange service in high cost 
areas. consistent wlth the express goals of section 254 " I4 '  To comply with the Act, the 
Commission concluded that LTS contnbutions must he removed from the access rate structure 
and recovered instead through the universal service fund I" The Commission also modified LTS 
by fixing each carrier's LTS at its 1907 level plus growth based on nationwide average loop 
costs.'" As a resulr of these and other refomis, a nationwide average CCL charge was no longer 

SL'C I9X.tAccesx Charze Oa'ev,  93 FCC 2d at 327, para 312. 328, para 317 Fo1 example, pooling limited l i ~  

I EC flexibility i n  cost recovery. established econormcally inefficient cost and price distortions, and reduced 
incentives for LECs to contain cost5 See MTS and WATS Marher Stru~tui .r  Arnendmenr of Parr 67 ofrhe 
Conimrssion 9 Riilr~s aiid Esrablishmenr o f a  .loin1 Board, CC Docket Nos 78-72 and 80-286, Report and Order, 
2 FCC Rcd 2953, 2956-58 paras 23, 33 ( I  987) (I987 AccelJ Cha?ge Order) The Conmussion has also recognlzed 
that the pool provides addit~onal benefits to pooling canlers, including the pooling ofrisk and lariff agency services 
See MAG Oidei. 16 FCC Kcd at 19726, para 275 

I987 A c ~ e \ ,  Charge Or-dei-. Z FCC Rcd at 2956.58, paras. 23-26. 32-33 i i x  

lJ0  ,d 

"" 

9 164-65, para 756 ( I  997) (Universal Service First Report and Order) 
Federal-Sfale Joinr Board on Universal Service, CC Docket No 96-45, Report and Order, 12 FCC Rcd 8776, 

Id at 9165 para 757 

I d ,  see Federal-Bare Joinr Board on Universal Service, CC Docket No 96-45, Accrsh Charge Reform, 111 

CC Docket No 96.262, Price Cap Performance Review for Local Exchange Carriers. CC Dockel No 94-1 
Transport Rate Strucrure and Pricrng, CC Docket No 91-213, End User Common Line Charge, CCDocker No 95- 
77 Fourrh Order on Reconsidemtion, 13 FCC Rcd at 5361-63, paras 14,16 (Universal Service Fourth Order on 
Reconsideration) 

14; Universal Service First Report and Order, I2 FCC Rcd at 9165-66, paras. 757-59 

'" Id at 8942, para 306 BeglMIng in 2000, the annual growth was based on inflation. See 47 C F R 
Q 54.303(a)(4) 
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possible. though LTS and the comnioii line pool continued to reduce disparities among 
CCL charges "' 

57 In the Uiiiverscil S t ' r w e  Forrrlh Order uti Keconsztleracion, the Commission 
declined to eliminate the requircnicnt that carriers participate in the NECA common line pool in 

order to be eligible for LTS "' A L  that time. several petitioners argued that requiring pool 
inenihership as a condition of eligibility lor LTS was unnecessary in light of the decision to 
reiiiove LTS from the access rate structurc and would hamper the ability of LTS recipients to 
pdss savings froni new efficiency gains on to their customers I d '  The Cornmission concluded that 
maintenancc of the existing LTS program was warranted to avoid disruption to rate-of-return 
carriers until i t  undertook comprehensive access charge and universal service reform for such 
carriers In support of this conclusion, the Commission repeated its conclusion in the 
C'tiiversal Servrce F i r s  Repori uitd Order that LTS reduced CCL charges and thereby facilitated 
inkrexchange senice in high cost areas I" The Commission also cited its desire not to 
"undermine the pool's usefulness in permitting participants to share the nsk of substantial cost 
increases related to the CCL charge by pooling their cosrs and, thereby, charging an averaged 
CCL rate close to that charged by other carriers This operation of  the pool, like LTS payments, 
scrves section 254's goal of facilitating interexchange service in high cost areas.'"''' 

5 8  In the MAC Order, [he Comniissioii undertook comprehensive access charge and 
universal s e n w e  reform for raie-of-return carriers As noted above, the Commission created a 
new cxplicit universal service mechanism, ICLS, to replace implicit support provided by CCL 
charges "I This support mechanism provides each incumbent rate-of-return carner with its 
allowable common line revenues to the extent Lhey cannot be recovered through end user charges 
and, at the present time, LTS I ' ?  In this respect, ICLS is specifically designed to preserve 
incumbent rate-of-return caners '  abi Iity to provide affordable, quality services to rural 
consumers while allowing carriers to recover their common line revenue requirements through a 

In October 1997, the Comrmssion grdntcd a request for waiver by NECA, pernutting the NECA pool to charge 
d C'CL rate other than the average CCL rate charged by price cap carriers Access Charge Reform, CC Docket No 
96-262. Prm> Cap Performance Review'for LECs. CC Docket No 94-1. Transporf Rate Structure, CC Docket No 
9 (-2 13. Second Order on Reconsideration and Memorandum Opinion and Order, 1 2  FCC Rcd 16606, 16334-36, 
paras 86-89 (1997) Under the conditions ofthe waiver, the NECA common line pool was pernutted to compute 
the CCL rate as the per-rmnute amount necessary to recover the difference between revenues from SLCs, LTS, and 
special access surcharges and the pool's common line revenue requirement Id at 16335-36, para 89 

Llniversal Service Fourth Order on Reconhiderution, 13 FCC Rcd at 5361-63, paras 74-76 

Id at 5360, para 69 1 4 '  

148 Id 

14' Id at 5362, para 74 

I S O  I d  

' ' I  

'" fd a t  19666-69,para 130, 19673-74, para 142 

MAG Order, 16 FCC Rcd at 19667-69, paras 128-31 
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more efficient rate structurc I,.’ The Coinmission concluded that ICLS should he avallable to all 
rate-of-return carriers that  would o thcrwise  have recovered inters ta te  common line revenues  
through CCL charges,  and not limited only to participants in the common line pool.”‘ 

5Y The Commission concluded  that its action to eliminate the CCL cha rge  in the 
h.14C; Order negated the pnmary reason Cor LTS’s existence “j The Commission considered 
imniediately merg ing  LTS into the ICLS mechanism.  hut concluded  that LTS should he retained 
temporarily in order to ensure the stability of the NECA common line pool dunng the transit ion 
I o  thc new’ access  rate s t ructure . ’”  Accord ingly ,  the Commission retained the LTS m e c h a n i s m  
and adopted ru les  providing that carr iers  leaving the pool and foregoing LTS would he ineligible 
for increased ICLS to m a k e  up for the lost LTS ’ ”  The Commission also issued a notice seek ing  
comment on its tentative conclusion to merge LTS into ICLS effect ive July I ,  2003, after t h e  
complction of the MAG Order’s access  charge  r e fo rms  I ”  The Commission explained that,  
dunng the interim, LTS would se rve  to rcduce ICLS amounts  for c a m e r s  but would not affect 
the total  support levels or revenue  recovery  for rate-of-return carriers, provided they  r ema ined  in 
the pool ”‘I 

60 In response to the MAG Furfher Notice, the  Commission received comments both 
suppor t ing  and  opposing its leiitalive conclusion. AT&T, C U S C ,  and GC1 suppor t  the 
Commiss ion ’ s  tentat ive conclusion “”) NECA and Western Alliance argue that t h e  merger of 
LTS into ICLS should be de layed  pending “ longe r - t e rn”  analysis  of the effects  of the MAG 

’ ’ Id ar 19667-69, paras 128-31 

Id a t  19672, para 138 

/I/ at 19672-73, paras 139-41, 19724-26,paras 272-76 

I( /  at 19672.73, paras 139-41 The Cmunission ordered a graduated phase-out ofthe CCL charge between 
January I ,  2002, and July I ,  2003, cuntemporaneous nith increases to the residential and single-line business SLC 
caps ld at 19644-45, para 65 This phase-out of  the CCL charge prevented a sptke in ICLS during the gradual 
phaae-in of increased SLC caps Id 

’‘- 

Ii8 In an order released on June 13, 2002, the Comrmssion amended its rules 
governing LTS Mulrr-Assucrarron Group (MAG) Planfor Regulorron of Interslate Servrces ufNon-Prrce Cap 
Incumbent LEC, and IXCs, CC Docket No 00-256, Federal-State Joint Board on Umversal Service, CC Docket 96- 
45, Order and Second Order on Reconsideration i n  CC Docket No 00-256, 17 FCC Rcd 11593, 11594-97, paras 4- 
10 (re1 lune 13, 2002) (June 2002 MAG Reconsrderarrun Order) The amended rules capped LTS support for 
certain carriers that would otherwise exceed their common line revenue requirements due to mcreased SLC revenues 
as a result of the MAG Order reforms 

Is’ 

I \ 4  

I ”  

/(/ ai 19672-73 paras 139-40 

Id at 19724-26, paras 139-41 

MAC Order, 16 FCC Rcd at 19672-73, paras 139-41 Because ICLS is reduced by the amount of LTS thai a 
carrier recelves or, for carriers that have left the NECA common line pool, the amount of LTS that they would have 
received had they remained in the pool, a poolmg carrier thai currently is eligible for both ICLS and LTS wll 
receive less total support I f  i t  chooses to leave the pool 47 C F R g 54 901(a). Due to caps on other revenue 
sources. such a carrier llkely would not he able IO recover the lost universal serwce support from other sources 

” 
AT&T Comments ai23 n 20, CUSC Comments at 8-9. GCI Comments at 18 
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O&r. re forms and  o the r  pending proceedings "" NTCA con tends  without elaboration that 
merging  L-TS into ICLS will diminish the \) iabil i ty or the common line pool, wh ich  provides 
benefics Lo smal l  rural carriers that participate in i t  '" NRTA, O P A S T C O ,  and USTA, the other 
membcrs  of MAG, h a v e  not adopted  an official position on t h e  issue of merging LTS into 
ICLS 

2. Discussion 

We adop t  the Commission's tentative conclus ion  in the MAG Order that  LTS 61 
should be merged  into the ICLS mecliaiiism First ,  nierying LTS into ICLS would  promote 
admttiistrative simplicity LTS and ICLS dupl icat ively provide support directed to the rate-of- 
return carriers '  interstate commoii l ine costs 1 6 '  TCLS is narrowly tailored to individual carriers' 
support requirements under the current interstate access rate  structure,  acting as t h e  residual 
sourcc  or t-ecciiue for rate-ollreturn carriers and ensunng that they can r ecove r  their  common line 
revenue requi rements  wh i l e  provid ing  service at an affordable  rate LTS, on the other hand, 
nomially provides each carrier with a fixed level of suppor t  grown annually by inflation and may 
bear little relevance to a particular carr ier ' s  suppor t  requirements In mos t  cases, LTS will not be  
sufficient to ensure that  a carrler will recover its common line revenue requ i r emen t  under  the 
current ra te  structure."' Although LTS effectively served  the purposes It  was designed to serve, 
I I  was not designed to meet the requirements of the rate-of-return access charge rate structure in 
place after the MAG Order El imina t ing  LTS will make the interstate access rate s t ructure  and  
universal service mechan i sms  simpler and more transparent  

NECA ( omments a t  I O - l j .  Western Alliance Comments a i  10-12, N K A  Reply a t  8-10 

NTCA Conunents at 6 ,  \PP also NTCA Reply a t  6-7 (supporting NECA's comments) 

S a p  Letrer from Colin Sandy, Associate Attorney, NECA. to Marlene H Dottch, Secretary, FCC, dated March 

1111 

"" 

I C 3  

I? 2003. Atlachment (memorializ~ng ex parte presenrarion by NECA, NKI'A, NTCA, OPASTCO, and USTA) 

We find that Innovative's and CIJSC's concerns regarding LTS and ICLS are rmsplaced Innovatlve neither 
opposes nor supports the Conmussion's tentative conclusion, hut raises concerns, based on language in the MAG 
Ojder, that a rate-of-return carrier may recewe less support under the ICLS mechanism than it had previously 
received under LTS Innovative Comments at 5-6 That would only occur, however, ifthe carrier would otherwise 
recover higher revenues than pemutted by its common line revenue requirement, a situation that has been remedied 
by the Conmussion's amendment of the LTS rules m lune 2002 See June 2002 MAG Reconsrderatron Order, 
17 FCC Kcd at 11596.97, para 8 CUSC argues that the current coexistence of LTS and ICLS pemuts rate-of- 
return carriers to receive double support for the common line CUSC Comments at 8-9. Although LTS and ICLS 
perform duplicative functions, the two mechanisms are complementary wlth respect to the amount of support 
provided Because a carrier's ICLS is reduced by any LTS received, the carrier would not recover more combined 
suppon than 11 would receive if ICLS or LTS were the sole sources of support for the mterstate C O m m O n  line. 
See M.4G Order, I6 FCC Rcd at 19673, para 14 I 

I ha 

I h i  In other cases, LTS would have pemutted some carriers to earn more than their common line revenue 
requlrements had the Comnussion not amended its tules to linut support in a manner consistent with the ICLS mles 
See June 2002 MAG Reconsideration Order, I7 FCC Rcd ai I 1596-97, para 8 
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62.  Moreover. even proponents of retaining LTS acknowledge that the Comniission’s 
climinatioii o f  the CCL charge obviates LTS’s primary historical purpose.’6o As the hlstory of 
LTS makes plain. the Conmission’s primary concern in developing and retaining LTS over the 
years has been io reduce disparities i n  CCL charges among LECs In its original incarnation, 
LTS was speci[ically designed to guarantee that all carriers would charge a nationwide average 
CCL charge ’“ When the Commission later amended its LTS rules to comply with the 1996 Act 
rather than eliminating LTS, the Commission continued to focus solely on the public interest 
sewed by LTS 111 reducing the disparities i i i  CCL charges among rate-of-return carriers (though 
the mechanisin no longer guarantecd the inaintenancc of  a nationx~ide average CCL rate) Io’ 

Having outlived its primary purpose as of Iuly 1, 2003, whcn the CCL charge was completely 
phased out, u e  conclude that LTS should be discontinued in the interest of  administrative 
simplicity 

63 LTS’s secondary role as an incentive for continued participation in the NECA 
common line pool also is no longer a valid reason to maintain LTS as a discrete support 
mechanism LTS is only available to carriers that participate in the common line pool 16’ 

Removing LTS as an artificial incentive for pool participation will give each carrier the freedom 
to choose to set rates outside of the NECA pool without sacrificing the universal service support 
that ensures affordable service for its customers We recognize that NECA has made great 
strides in probiding common line pool participants with increased flexibility in setting individual 
end user rates and that i t  anticipates further innovation in  this respect.”” Carriers will 
undoubtedly regard such flexibility as a tremendous value in making their determinations 
whether to continue participating i n  the pool Nonetheless, we find that each individual carrier IS  

i n  the best position to decide u’hether pool participation promotes its particular best interests. 
We conclude that the decision whether 10 participate in the pool should be left to each individual 
canier based on the pool’s inherent administrative benefits for that carrier without additional 
regulatory inducements 

64 We do not belie\e that eliminating LTS as an incentive for pool membership will 
risk or undermine the important benefits for camers that elect to remain in the NECA common 

I@@ 

LTS funding In NECA pool participants ( i  e , assuring nationwide cornparabllity of NECA pool CCL rates) will no 
longer apply following elimnation of the CCL charge ”). No commenter contends that LTS serves any purpose 
other than encouraglng partic~pation in the NECA common line pool See NECA Comments at 10-1 5, NTCA 
Comments at 6 ,  Western Alliance Comments at  10-12, NTCA Reply ai 6-7 

See, e g , NECA Comments at  13 (“As the FNPRM points nut ,  however, the principal rationale for providing 

IY87 Access Charge ReJorm Order, 2 FCC Rcd at 2957, para 33 (“The long term support mechanlsm allows 
[poolmg] carriers to maintain the nationwide averaged CCL rate that would have existed had the mandatory full 
cnmmon line pool been retained ”) 

’@’ 
Io‘) 4 7 C F R  5 54303 

I i n  NECA has introduced rate-bandmg and plans to allow pooling carriers to disaggregate their SLCs as means for 
camers to sei their prices competitively, and notes that pooling carriers m a y  file their tariffs separately in any event 
NECA Comments a t  14. 

UniversalSewice Firs1 Report andorder, 12 FCC Rcd at 9165, para I57 
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line pool. We recognize the continued benefits of pooling identified by NECA and other 
coininciiters. including the reduction of administrative burdens associated with tanff-filing and 
protection iisainsl the effects of short-tern revenue fluctuations.”’ We anticipate that many, if 

not most. carriers will continue participating in the common line pool because of such benefits 
I n  this regard, we note that the NECA traffic-sensitive pool remains viable despite no 
cornparablc regulatory incentive for participation Based on examination of the record, however, 
u’e cannot concludc that the benefits ofpooling warrant  continued use of universal service 
support to induce carriers to participate in the pool i f  they arc not otherwise inclined to do so ”’ 

Moreover, the regulatorv concerns which IustiLed the use of LTS to induce pool 65 
participation no longer hold In the past. a non-pooling camer might not recover its common 
liiie ievcnue requirement i f  i t  underprojected its costs or ovcvxojected its demand in developing 
its access charge tariffs ?he  NECA common line pool spread that risk among all carriers, 
ieduciiig the likelihood that any one carrier would suffet a major shortfall in  revenue. 
Eliminating the CCL charge renders irrelevant this primary risk-poollng benefit of the common 
line pool While the pool formerly ensured that an individual carner would not suffer if CCL 
charge revenues were insufficient to recover its common linc revenue requirements, the ICLS 
mechanism now ensures that no individual carner w~l l  fail io recover its common line revenue 
requirement 

66 Finally, we note that we have taken a inorc measured approach by deferring 
irnplen~entatioii of this change for an additional year beyond thal onginally proposed by the 
Commission in the MAGFurlker Nolice The Comm~ssion adopted a cautious approach to 
access charge and universal service reform in the MAG Ortiel-. in  recognition of the unique needs 
and broad dirersily of rate-of-return carriers The Comniission had previously retained LTS 
pending comprehensive reform to the access rate structure Absent any  specific concern, we 
conclude that the elimination of the LTS niechan~sm should not bc further deferred.”’ 

’” 
Refurn Regulafron, CC Docket No 92-135, Notice of Proposed Rulemaking, 7 FCC Rcd 5023, 5030 (1992), MTS 
and WATS Markef Slrucrure, CC Docket No 78-72, Amendmen1 o/ Parr 67 o/rhe Commission k Rules and 
Eyrahlrshmenl o / a  Join! Board, CC Docket No 80-286, Memorandum Opinion and Order on Reconslderation, 
3 FCC Rcd 4543,4560 n 108 and accompanying rexi (1988) 

’ ”  
significant incentive for pool participation These cornenters  argue thai, for the low-cost carriers most llkely to 
leave the pool, “availability or non-availability of LTS IS not likely to be a significant factor in r e a c h g  a declslon 
as to whether to exit the pool ”NECA Comments at 14, Western Alllance Comments at 1 I (“Those carrlers having 

availability of LTS ”), NTCA Reply at 7 

See MAG Order. 16 FCC Rcd ar 19726, para 216, see o l ~ a  Reguluron ReformforLECs SubJecl lo Rate of 

To the contrary, some commenters supporting the retention of LTS argue that LTS Itselfdoes not provrde a 

relahvely low common line costs are unlikely to be influenced to a significant degree by the availability or non- 

113 NECA generally asserts that the MAC Order carried out “extraordinaty changes in universal serv~ce support and 
access charge mechanisms,” but offers no specific concerns to justify deferring the merger of LTS into ICLS 
NECA Comments a t  10-15 
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The reformed access rate structure adopted in the MAG Order possesses greater inherent stability 
than rhe prior rate structure '" 

67 [n order 10 effectuate this decision, we amend our rules to provide (hat LTS shall 
not be provided to any carrier beginning July 1, 2004 We note that overall support will not be 
reduced because our existing rules will operate to automatically increase ICLS by an amount to 
match any LTS reduction For that reason, no further action by the Commission is necessary to 
implement the merger of LTS into ICLS 

rb;. SECOND FURTHER NOTICE OF PROPOSED RULEMAJUNG 

A. 

6s. 

Alternative Regulation and the All-or-Nothing Rule 

I n  this further notice o f  proposed nileniaking, we seek additional comment on 
incentive regulation and on the all-or-nothing rule. CenturyTel and a group of camers 
(ALLTEL, Madison River and TDS) filed scparate allernative regulation proposals as exparte 
filings in response Lo the 2002 notice These two proposals each contain a feature that would 
permit a ratc-of-return carrier to elect to move some, but not all, of its study areas to incentive 
regulation. We therefore will addrcss the remaining all-or-iiolhing issues not resolved above in 
conjunction with our evaluation of the two incentive regulation plans before us 

I .  Background 

a. All-or-Nothing Rule 

69 Section 61.41 of the Commission's rules sets forth certain requirements governing 
elective entry into pnce cap regulation and restncting the ability ofpnce  cap carriers to leave 
pnce cap regulation We descnbe these provisions In Section III.A, supra That section also 
describes the issues raised in the MAG Furlher Notux concerning the modification or 
elimination of the all-or-nothing rule and the general tenor ofthe comments we received in 
response to the notice 

b. Alternative Regulation 

70 
regulation 

The traditional regulatory model for incumbent LECs has long been rate-of-return 
LECs subject to rate-of-return regulation establish tariff rates targeted to achieve 

For example, an individual carrier's common line revenues will no longer be threatened by fluctualing rmnutes I74 

of use or inaccurate cost projections that may result i n  insufficient CCL charge revenues because each carner wdl 
recover its precise common line revenue requlrement from ICLS 

See CenturyTel, Inc , Ex Parte III CC Docket Nos 96-45,98-77,98-166 and 00-256 (filed Dec 23, 20021, 
ALLTEL Communications, Inc , Madison River Communicaiions LLC and TDS Telecommurucations Corporahon, 
Ex Pane in CC Docket Nos 96-45,98-77,98-166 and 00-256 (tiled Jan. 31.2003), letter from Stephen Kraskin, 
Esq , counsel for ALLTEL Commurucations, Inc , Madison River Commurucatlons LLC and TDS 
Telecommunications Corporation, to Marlene H Donch, Secretary, FCC, dated May 9, 2003 ( K r a s h  letter) 
(amending plan to reflect avallabll~ty to all rate-of-return carriers rather than just to rural rate-of-return camers) 

1 7 5  

See MAG Order, 16 FCC Rcd ar 19622-24, paras 16-20 I i h  
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